ABSTRACT: This paper analyzes the commercial health insurance industry in an era of weakening employer commitment to providing coverage and strengthening interest by public programs to offer coverage through private plans. It documents the willingness of the industry to accept erosion of employment-based enrollment rather than to sacrifice earnings, the movement of Medicaid beneficiaries into managed care, and the distribution of market shares in the employment-based, Medicaid, and Medicare markets. The profitability of the commercial health insurance industry, exceptionally strong over the past five years, will henceforth be linked to the budgetary cycles and political fluctuations of state and federal governments.
H
e a lt h i n s u r an c e i n t h e u n i t e d s tat e s is characterized no longer by a basic split between public and private sponsorship but, rather, by the large scale and broad scope of the firms that serve all categories of individuals, groups, and public beneficiaries. Diversification into public programs permits private industry to continue growing despite the erosion of employmentbased coverage and, of equal importance, limits its exposure to pressure from any one purchaser. The "single-payer" structure of state Medicaid programs no longer constitutes an insurmountable barrier to investor-owned firms, as they can enter and exit particular states based on changes in payment rates and medical costs. The structure of the new Medicare prescription drug benefit (Part D), which offers coverage only to beneficiaries who enroll in private plans, moves the commercial health insurance industry from Medicare's margins to its mainstream. This paper analyzes the commercial health insurance industry in an era of weakening employer commitment to providing coverage and strengthening interest by public programs to offer coverage through private plans. It documents the industry's willingness to accept erosion of employment-based enrollment rather than to sacrifice earnings; the movement of Medicaid beneficiaries into managed care; and the distribution of market shares in the employment-based, Medicaid, and Medicare markets. The same cost increases that are driving employers out of the private health insurance market are driving public programs into that market, accelerating the growth and consolidation of the industry. The profitability of the commercial health insurance industry, exceptionally strong over the past five years, will henceforth be linked to the budgetary cycles and political fluctuations of state and federal governments.
Changing Patterns Of Insurance Sponsorship: 1994-2004
Employment-based coverage (excluding the elderly with retiree coverage) peaked in 2000 at 164.4 million-62 percent of the nonelderly population-and fell by almost five million in the subsequent four years (Exhibit 1). 1 Individual purchasing of health benefits declined during the 1990s but has risen by one million since 2001, absorbing some of those leaving employment-based coverage.
Despite the recent erosion of employment-based coverage, the commercial health insurance industry has enjoyed an unprecedented period of financial performance. The major investor-owned firms and the nonprofit Blue Cross and Blue Shield plans have continuously raised premiums ahead of claims costs, reducing medical cost ratios and expanding operating margins and overall earnings. 2 These price increases have generated sizable shifts in enrollment among the major companies: Aetna and CIGNA have accepted major customer losses to regain profitability, while UnitedHealth Group, WellPoint, and most of the nonprofit Blues have enjoyed growth in both enrollment and premium revenues.
These changes in performance reflect a changed self-understanding of the health insurance industry as a mature sector where earnings growth rather than enrollment growth is the primary metric of success. Wall Street fostered and has celebrated this change in focus. Exhibit 2 presents the stock price index for pub- 1 4 7 6 N o v e m b e r / D e c e m b e r 2 0 0 6
T r e n d s Many firms suffered a reversal of equity pricing trends in the first half of 2006. n Threats to the industry. The commercial insurance industry's continued financial success is threatened by three related trends in the employment-based sector. First and most obviously, the industry remains reliant on employment-based business for the majority of its overall earnings, and individual firms may fight to retain that business to the point of moderating premium increases relative to underlying cost trends. This price competition, already evident in surveys of 2006 pricing yields, would reestablish the "underwriting cycle" that has characterized the private health insurance industry, both for-profit and nonprofit, for several decades. 4 The cyclical pattern of pricing and earnings results in part from difficulties insurers experience in predicting medical cost trends, and hence in setting premium prices; however, it also reflects their proclivity to shave prices during periods when earnings per enrollee are exceptionally high and growth is exceptionally profitable.
The second, and related, challenge to the industry comes from the nonprofit structure of the Blues plans, which have accrued financial reserves far in excess of mandated minimums and now face regulatory pressure to offer premium relief. 5 The slowdown in premium increases by these plans inexorably drives their inves-I n s u r a n c e I n d u s t r y tor-owned competitors toward pricing moderation, in turn reducing profit margin per enrollee and overall earnings. The third, and more slowly evolving, challenge stems from the gradual shift in product mix from insured to self-insured funding and from comprehensive to high-deductible benefit designs. Self-insured business and thin benefit designs reduce insurers' exposure to medical cost growth (shifting risk from insurers back to insureds) and reduce potential profitability per enrollee. Insurers' earnings per enrollee for self-insured (administrative services only, or ASO) business are onethird the level for insured members, while earnings per enrollee in high-deductible plans are 30 percent lower than in comprehensive plans. 6 n Industry response: consolidation. The erosion in employment-based coverage and the enrollment losses that normally would have resulted from aggressive premium increases have been offset, for the major health insurance firms, by extensive consolidation of the industry. 7 During the heyday of managed care, from 1980 through 2000, the industry experienced extensive creation of new health plans, sponsored by medical groups, hospital systems, employers, labor unions, consumer cooperatives, and other entities. The traditional Blue Cross and indemnity insurers lost substantial market share to the new entrants. Over time, however, the bestmanaged firms, some of which were upstart health maintenance organizations (HMOs) and others of which were renovated Blue Cross and commercial indemnity carriers, demonstrated their ability to grow market share and to absorb weaker competitors. Most of the regional HMOs that had converted to for-profit status have been acquired, as have many of the nonprofit health plans sponsored by hospitals and other provider organizations. The industry now comprises four national plans (United, WellPoint, Aetna, and CIGNA); state-specific Blue Cross and Blue Shield plans; a few regional for-profit plans (such as Humana, HealthNet, and Coventry); and, in some markets, regional nonprofit plans (such as Kaiser Permanente, Tufts Health Plan, and HealthPartners).
WellPoint and United each hold 14 percent shares of the national market, with much higher concentrations in specific geographic markets and customer segments (for example, multistate employers), while the nonprofit Blue plans control one-third of the overall market (with local market shares above 65 percent in some states) (Exhibit 3). The other major investor-owned plans retain 17 percent of the overall market but may experience further consolidation. The principal nonregional non-Blue plans, such as Kaiser Permanente, cover 9 percent, while thirdparty administrators (TPAs) for self-insured firms retain 12 percent. 8 Shrinking employment-based enrollment, a dwindling supply of acquisition targets, and the specter of renewed price competition are driving the commercial industry toward diversification. Medicaid and Medicare represent the only segments of the health insurance world that are growing. Each is fraught with business and political risks for the industry, which retains uncomfortable memories of earlier incursions into the public sector, but there is no alternative. 
Medicaid Managed Care
Medicaid represents a growth opportunity for private health insurers, as a result of the rise in overall program enrollment and the continuing efforts by many states to outsource management and financial risk. But the basic structure of Medicaid creates strong challenges, with a single purchaser in each state that holds private plans to payment rates below those available for employment-based insurance programs. The history of private plans' involvement in Medicaid has been contentious, leaving bruised feelings on both sides, as states have alternated between increasing payments to attract new entry and cutting payments in response to budgetary deficits. 9 Many commercial plans entered the Medicaid market in the early 1990s but exited by the end of the decade, leaving the sector in the hands of public fee-for-service (FFS) programs and local provider-sponsored HMOs. By the beginning of the current decade, however, the continued escalation of costs and poor financial performance of many local plans had renewed mutual interest between state Medicaid agencies and the commercial insurance sector. 10 Managed care continues to grow both in absolute size and in percentage terms as overall Medicaid eligibility expands (Exhibit 4). 11 Of the forty-five million Americans enrolled in Medicaid in 2004, twenty-seven million (60.7 percent) were in some form of managed care, up from eight million (23.2 percent) a decade ago. Managed care in Medicaid is not purely the domain of comprehensive health plans but includes "primary care case management," where the role of insurers is severely limited. Moreover, much of the enrollment in comprehensive plans remains with small provider-sponsored HMOs, many of which are struggling in the context of low payments, rising medical costs, and difficulties in financing investments in information technology (IT). Approximately nineteen million Medicaid beneficiaries are enrolled in HMOs that transfer to private plans the financial re-I n s u r a n c e I n d u s t r y 12 They now account for 18 percent of Medicaid managed care enrollment nationwide. The financial success of these investor-owned Medicaid plans has stimulated interest among the national insurers, whose core business has been in employment-based benefits. The two largest carriers, United and WellPoint, have created subsidiaries dedicated to Medicaid, developing special networks and programs to accommodate the low payment rates, limited physician participation, diverse languages, and clinical needs of Medicaid and other statesponsored programs. Some regional insurers, including Humana and HealthNet, are very active in Medicaid managed care, while CIGNA, Aetna, and many Blue plans remain cautious.
Exhibit 5 presents the market shares for Medicaid managed care across the diversified and the specialized commercial insurers, the nonprofit Blue plans, and the local provider-sponsored plans. Attention is restricted to full-service HMOs, to the exclusion of more limited programs that do not transfer financial risk to insurers. The specialized commercial plans have grown from zero in 2000 to 3. steadily selling out to investor-owned plans. WellPoint, United, and Humana together represent 17 percent of the sector, with other diversified investor-owned carriers (such as HealthNet and Coventry) accounting for 6 percent. The consolidation of Medicaid managed care plans by multistate carriers will accelerate to the extent that state agencies view them as financially solvent and committed to the sector. Stability among insurers is a virtue for Medicaid regulators with unhappy memories of cleaning up after health plan bankruptcies. Public programs also perceive virtue in having national plans that offer pharmacy benefit management, disease management, and other specialty services. In the short run, the proliferation of investor-financed specialized plans and the heightened interest among the diversified national carriers permit state agencies to put their programs out to bid for those willing to accept low payment rates and detailed performance requirements. However, the continuing consolidation of the Medicaid managed care sector will reduce the number of competitors and may force states to maintain payment rates at levels that retain private plans in their programs. Diversified, multistate plans have proved themselves willing to exit particular markets if they cannot obtain an adequate return on their invested capital. The Medicaid managed care sector may stabilize into an equilibrium where the "single-payer" ability of each state Medicaid program unilaterally to set payment rates is balanced by the ability of private health plans to exit and focus activity elsewhere.
I n s u r a n c e I n d u s t r y The Medicare Modernization Act
Medicare offers the greatest opportunity for and poses the greatest challenge to the commercial health insurance industry. The aging baby-boom generation is expected to increase enrollment from forty-three million in 2005 to fifty-three million in 2015 and then to seventy-eight million in 2030. With spending per beneficiary almost three times higher than for people with employment-based coverage, Medicare offers revenue gains on a scale that cannot be matched elsewhere in the economy. 13 The history of private plans' participation in Medicare has been volatile for many of the same reasons afflicting Medicaid plans, with cycles of overpayment, plan entry, and enrollment expansion followed by underpayment, plan exit, and enrollment declines.
14 MMA created a new upswing in the Medicare managed care cycle, legislating additional payments to drug-specific and full-service health plans. Depending on the sustainability of the federal payment levels and the industry's response to the new environment, MMA could either accelerate the privatization of a quintessentially public program or generate a financial debacle for the industry that dwarfs the effects of the Balanced Budget Act (BBA) of 1997. 15 MMA authorized the creation of freestanding prescription drug plans (PDPs) for beneficiaries enrolled in FFS Medicare and expanded funding for the full-service Medicare Advantage with prescription drug (MA-PD) products. 16 It also offered a partial subsidy for employment-based retiree health plans and mandated the transfer of dual eligibles from Medicaid to private PDPs. MMA's implementation has been plagued with administrative difficulties, permitting wildly divergent predictions concerning enrollment patterns. During the first open enrollment period, up through 15 May 2006, thirty-eight million beneficiaries, representing 90 percent of those eligible, gained coverage in either a PDP, MA-PD plan, retiree program, or other governmental program (for example, military). 17 MMA has attracted numerous entrants into the Medicare prescription drug plan market, as pharmacy benefit managers (PBMs, such as Medco and Caremark) and retail pharmacy chains have rushed in. 18 Bidding and price competition for enrollment has been fierce, resulting in a windfall for Medicare beneficiaries, whose premiums are lower than anticipated, but generating speculation about belowcost pricing and an eventual market shakeout. Specialized for-profit plans such as WellCare, HealthSpring, and Universal American have entered the capital markets; nonprofit Blue Cross and provider-sponsored plans have expanded their offerings; and full-service insurers have renewed their involvement in what seemed a moribund business sector. The commercial plans with traditionally large Medicare enrollment, including Humana and HealthNet, have offered new products in new geographic markets, while commercial plans such as United, WellPoint, and Aetna, which had dropped most of their Medicare enrollment after the BBA, now offer HMO products in selected areas and preferred provider organization (PPO) products on regional and national levels. bined PDP and MA-PD Medicare market as of April 2006, highlighting the strong role played by the diversified full-service insurers such as United, Humana, and WellPoint but also the continued presence of nonprofit entities in some states and specialized PDP entities nationally. 20 Total enrollment was almost twenty million (13.8 million PDP, 5.9 million MA-PD), excluding Medicare beneficiaries covered through retiree programs, those in federal employment and military programs, and those not electing any coverage for prescription drugs. Because of its acquisition of PacifiCare and marketing alliance with AARP, UnitedHealth Group is the dominant player, with almost five million enrollees and a 26 percent market share. Humana has focused on the MA-PD and PDP opportunity, with 3.2 million enrollees and a 17 percent market share; it now derives three-quarters of its earnings from Medicare and has been losing enrollment in the employment-based sector. 21 WellPoint and the other investor-owned insurers, such as HealthNet and Coventry, account for 22 percent, nonprofit plans (principally Kaiser Permanente and several Blue Cross plans) account for 12 percent, and PBMs and pharmacy chains account for 10 percent.
The consolidation of the Medicare sector is already beginning, evidenced most graphically in United's acquisition of PacifiCare. The short-term potential lies with local provider-sponsored plans, which in 2005 had a combined enrollment of 1.7 million. 22 Limits to consolidation will come from nonprofit Blue plans, from Kaiser Permanente, and from selected regional HMOs. In the short term, growth in overall enrollment and entry by new plans will continue to generate competition on the basis of lower premiums and richer benefits. This price competition, more than direct mergers and acquisitions, may serve as the proximate cause for consolidation, by driving out PBMs and pharmacy chains that cannot shift enrollment from low-margin PDPs to high-margin MA-PD products.
The greatest future challenge to commercial participation in Medicare is the same as the greatest past challenge: the fluctuating commitment of the Centers for I n s u r a n c e I n d u s t r y Other major for-profit plans 16%
Medicare and Medicaid Services (CMS). The contemporary land rush is driven by the Bush administration's dedication to expanding enrollment as part of a larger effort to reduce federal regulatory purview. However, the fat years of generous payments easily could be followed by lean years of payment cuts, as federal budget deficits compete for resources and insurers' robust profits attract attention. Optimists and pessimists with respect to the MMA business opportunity mainly are distinguished by the year in which they predict cutbacks, rather than by any difference in opinion as to whether cutbacks will occur.
Concluding Comments
The contemporary erosion of private employment-based coverage and expansion of public programs could have been expected to reduce the role of the commercial health insurance industry as an intermediary between the purchasers and providers of care. Instead of retrenching, however, the commercial sector is diversifying into Medicaid and Medicare and consolidating into firms that serve the full range of public and private purchasers. The interest among private insurers in serving public programs is reciprocated by the interest among public programs in outsourcing the management of their coverage benefits, provider networks, and enrollee expectations to private health plans. State and federal coverage sponsors increasingly lack the will to navigate the conflicting claims for resources between beneficiaries, taxpayers, and other stakeholders. They seek someone else to perform that inevitably thankless task.
Privatization is well under way in the Medicaid sector, where state budgetary pressures have generated a rapid conversion to managed care and, within managed care, to the multistate commercial insurers. While budgetary pressures will continue to tempt Medicaid programs to cut payment rates, states are reluctant to see the commercial carriers depart and relinquish enrollment back to sometimesunstable provider-sponsored plans. Over time the sector could reach political and market equilibrium with continuous participation by commercial plans that earn a sustainable, if not exciting, profit margin and with state agencies that interpret their role as purchasers of health insurance rather than of health care itself.
The role of commercial health plans in the Medicare sector is far less developed than in Medicaid, and future trends are necessarily speculative. Medicare does not face severe budgetary pressures for another half-decade, at which point the babyboom generation will become eligible for coverage. The contemporary efforts at outsourcing program management to the private sector stem from philosophical rather than financial sources. Advocates of private-sector involvement believe that the purchasing of health services, and the inherent trade-offs thereby required, are best performed through market contracting rather than governmental regulation.
The Bush administration has demonstrated its affinity for this vision by generously funding the Medicare Advantage program and, especially, by restricting coverage for prescription drugs to those beneficiaries who enroll in a private PDP or MA-PD plan. This approach contrasts with the structure of Medicare prior to MMA, where private insurers competed at the margins but most beneficiaries remained with the publicly administered FFS program. Under MMA, there is no publicly administered drug coverage, no fall-back from the private plans. Beneficiaries can remain with the public program for their physician and hospital coverage, but both the industry and the CMS see the enrollment shift from limited PDP plans to comprehensive MA-PD plans as the means by which to greatly reduce the scale of the residual FFS program.
A lt h o u g h i t a p p e a r s s a f e to p r e d i c t continued enrollment growth in the commercial health insurance industry, the earnings prospects for the sector are far from assured. The run-up in industry profits, now in an unprecedented sixth year, has raised the bar of earnings targets high and makes it easier to predict financial compression than expansion for the sector. Stock prices suffered a sharp pullback in the first half of 2006 under fears that the potential revenue and earnings from Medicare, while large on a per enrollee basis, were not sufficient on an aggregate basis to offset the erosion of enrollment and earnings in employment-based enrollment.
For the moment, however, most of the trend lines continue to point upward. Americans are moving from employment-based to public coverage, but public programs are eager to outsource to the private sector the difficult task of managing care. The industry's core strategy has been growth through diversification across purchasers, products, and markets. Health insurance increasingly is bought by public programs but sold by private firms that have grown to a scale and scope unimaginable in the once-fragmented world of health care finance.
